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1. INTRODUCTION1

T HE world has witnessed a veritable explosion of regional integration
agreements (RIAs) in the last fifteen years. More than half of world trade

now occurs within actual or prospective trading blocs. And nearly every country
in the world is either a member of – or discussing or negotiating participation in –
one or more RIAs.

Because regionalism entails second-best type policies, no general welfare
theorems exist, and it is not possible to statea priori whether a RIA is beneficial
or not. Answering such a question requires detailed empirical analysis.
Nevertheless, some recent research (including World Bank, 2000; and Schiff
and Winters, forthcoming) has led to general recommendations on how to
maximise gains or minimise losses, and on issues that policy-makers need to keep
in mind when considering whether to join or form a RIA.

The principal recommendations from this research are as follows. First, a
developing country will benefit from unilateral trade liberalisation (UTL)
because of the standard gains from trade in the absence of RIAs and because UTL
reduces transfers to its trading partners induced by membership in RIAs. Second,
a developing country is likely to do better economically in a North-South than in
a South-South RIA. Third, both for economic and political economy reasons,
South-South RIAs are likely to lower intra-bloc welfare, though if they are large
South-South RIAs may improve the terms of trade. The smaller and poorer
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membercountryis likely to loseat theexpenseof the largerandmoredeveloped
one.

Fourth,a welfare-reducingRIA canbeturnedinto a welfare-improvingoneby
loweringexternaltradebarrierssufficiently.Fifth, someformsof deepintegration
arelikely to benecessaryto achievefreeintra-bloctradeandtheyarelikely to be
easierto obtain and to be more beneficial in North-Souththan in South-South
RIAs. Sixth, rulesof origin (ROO)canbecostlyandthecostrisesin thecaseof
multiple FTAs. Seventh,customsunions(CUs) are preferablebecausethey do
not require ROO, while FTAs are preferablebecausethey allow individual
membercountriesto liberaliseunilaterally.

Eighth,South-SouthRIAs maygeneratepolitical benefitsby reducingtensions
betweenmembercountriesor by improvinggovernance,thoughthelatter is more
likely in North-SouthRIAs. Ninth, South-Southcooperationon regionalpublic
goodsor internationalnegotiationsis likely to be beneficial, thoughwhethera
RIA is necessaryor helpful is unclear. Finally, countriesshould not exploit
weaknessesin the WTO systemto implementprotectionistpolicies, but rather
shouldtakeadvantageof the WTO to help liberalisetheir economies.

Chile startedthe processof openingup its economythroughunilateral trade
liberalisationin the1970s.It proceededto negotiatea numberof regional– both
bilateralandplurilateral– agreementsin the1990s.It hasalsoparticipatedin the
multilateral trade liberalisation (MTL) process,and in groups with common
interestsat the WTO suchasthe CAIRNS group.

This paperexaminesChile’s varioustradepolicy optionsin the light of recent
analytical and empirical findings. Section2 describesChile’s trade structure.
Section3 presentsChile’s recent trade policies and Section4 examinestheir
consequences.Section5 concludes.

2. CHILE’S TRADE STRUCTURE

This sectionbriefly examinesthe structureandevolutionof Chile’s trade.All
figuresarefor the year2000.Exportsof productsbasedon renewableresources
amount to US$6.2 billion, or about 34 per cent of total exportsof US$18.5
billion. Of these,fruits andvegetables(andfoodproducts)amountto 32 percent,
fisheries(fresh, frozen and processed)to 18 per cent, wine to 9 per cent and
forestry (andwood products)to 39 per cent.Mining exportsamountto US$8.4
billion, or about45 per centof total exports.

In termsof destination,slightly over 50 per centof fruits andvegetablesare
exportedto theUS,19 percentto theEU and18 percentto Latin America.The
sameorderis obtainedfor freshfish andfish fillet exports.However,85 percent
of frozenfish areexportedto Asia (79percentto Japan).Europecomesfirst with
respectto wine exports(49 per cent) followed by the US (22 per cent), Latin
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AmericaandAsia. In forestryproducts,theUS is first (45 percent),followed by
Asia (32percent),Latin America,andEurope.As for cellulose,paperandothers,
exportsarealmostevenlydividedbetweenLatin America,Asia andEurope,with
lessthan2 per centgoing to the US.

The dramaticgrowth of exportsin 1990–95wasnot sustainedin the second
half of the 1990s,decliningfrom 90.5per cent to 12 per cent for the respective
five-yearperiods,with acumulativegrowthratefor 1990–2000of 113.5percent.
The exports of products based on renewable natural resources(including
elaboratedand processedproducts)grew in 1990–200026 per cent faster than
total exports,implying an increasein their shareof total exports.

Among otherhigh-growthcategorieswerechemicals,petroleumandderived
products,iron, steeland non-ferrousmetals,and metallic products,machinery,
equipment,electricalandtransportmaterial,andmeasurementinstruments.

In terms of destinations,the growth of Chilean exports in 1990–2000was
higher than the averageto all main destinationsexceptthe EU and Japan.The
fastestgrowth of exportswas to China andMexico (both startingfrom a small
basis),followed by Canada,KoreaandMERCOSUR.2

Total imports amountto US$16.6billion. The main categoryof imports in
2000is metallic products,machineryandequipment,comprising44 per centof
total imports,followed by chemicalproductsat 20 percent.Themainsourcesof
total imports are Latin America (35.8 per cent including Mexico, with
MERCOSURequalto 26 per cent),followed by the US (19.7per cent),Europe
(19 per cent)andAsia (17.4per cent).The US hasthe largestshareof metallic
products,machineryandequipment.Latin Americahasthesmallestshareof that
categoryand the largestshareof food, beverages,tobaccoand othersand of
chemicalproducts.Asia hasthe largestsharein ‘dress,footwear,andothers’.

The 1990–2000 cumulative growth rate of total imports was 146.2 per cent,
approximately thesameasfor importsfrom theUS.Importsfrom Mexicogrewsome
3.5timesfaster,thosefrom MERCOSURcloseto twiceasfast,thosefrom Asiasome
50percentfaster,includingrapidincreasesfrom China,andthosefrom Europemore
than60 percentslower.Thegrowthrateof importsin 1995–2000waslessthanone
sixth of that in 1990–95,andit fell for all main tradingregionsexceptCanada.

3. RECENTTRADE POLICIES

Chile startedreformingits tradepolicy in the 1970s.Tradeliberalisationwas
basedon the implementationof a uniform tariff, which – exceptfor a temporary

2 For moredetailedinformationon the structureof Chile’s importsandexports,seethe reportsof
the Ministry of Foreign Affairs dealing with Chile’s foreign trade (Ministerio de Relaciones
Exteriores,3rd reportof 2001andearlier issues).
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increaseduring the economiccrisis of the early 1980s– wasgraduallyreduced.
Theuniformtariff reachedeightpercentin 2001andis scheduledto reachsix per
centin 2003.Chile hasalsoappliedprice bandsto a few products,an important
departurefrom its policy of uniform tariffs. The price bandbecamebinding for
wheat and sugarin 1982, with wheat flour and oil seedsaddedlater on. The
effectivenessof the price band for oil seeds(rape and sunflower) has been
underminedby a loopholein theFTA with Bolivia becausenonewasimposedon
oil mixesdespitetheir existencein vegetableoils.

During the 1990s,Chile also movedaway from its uniform tariff policy by
embarkingon a strategyof preferentialtrade agreements,forming FTAs with
MERCOSUR, Mexico, Canada,AndeanPact and Central American countries,
and Cuba.Chile is also negotiatingFTAs with the US and the EU and EFTA
(comprisingSwitzerland,Norway, IcelandandLichtenstein).It is alsoplanning
to resumenegotiationson a FTA with Korea.

Furthermore,Chile recentlypassedlegislationon safeguards(Modification of
Law 18525, Article 9), despite the opposition of one hundred of the most
reputableChileaneconomistswho expressedtheir views in a public letter. This
may explaina sort of ‘compromise’wherebyChileansafeguardsweredesigned
for a one-yearperiod (renewablefor a secondyear), even though four-year
safeguardsare legal under the WTO (renewablefor anotherfour-yearperiod).
Safeguardswereusedto raiseprotectionon milk andproductsderivedfrom it,
andon 27 November,1999,a safeguardfor sugarwas implementedthat raised
protection to levels of 70–80 per cent and even over 100 per cent at times,
significantly abovethe 31.5per centbinding at the WTO.

Becausethe safeguardfor sugarwas set to expire on 26 November,2001,
Chile requestedthat its tariff bindingberaisedfrom 31.5percentto 98 percent.
This was acceptedunder the condition that Chile provide compensationto its
most important sugar provider, Argentina, and enter into ‘good-faith’
conversations with its second and third providers, Guatemalaand Brazil.
Compensationwasmadethroughthe provisionof zero-tariff sugarquotas.This
was acceptedby Argentinaand Guatemala,but Brazil hascomplainedthat its
quotais too small anddoesnot compensatefor its loss.

Chile hasrecentlysignedaphytosanitaryagreementwith Chinathatincludesa
disputesettlementmechanism.Articles in thelocal presshavereportedthatChile
is expectedto signa similar agreementwith India, anda zoo-sanitaryagreement
with China.

Finally, Chile has been an active memberof the CAIRNS Group, which
consistsof developedanddevelopingagriculturalexporters.TheCAIRNSGroup
wasinfluential in havingagricultureincludedat theUruguayRoundof theWTO
(andthusin future Roundsaswell).
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4. CONSEQUENCES

Chile’s tradepoliciesandits negotiationswith variouscountriesor groupsof
countries have a number of political, political economy and economic
consequences.Theseareexaminednext.

a. Politics

TheFTA with MERCOSURmayentail securitybenefits.Chile andArgentina
were involved in territorial disputesat different times throughouttheir history,
andcamecloseto a conflict in the late 1970s.This issuemay be a thing of the
past,but the FTA with MERCOSURshouldfurther reduceany prospectsof its
recurrence.With Chile beingmoreintegratedeconomicallywith Argentina,and
with Brazil asamoreconcernedpartner,it is likely thatanyfuturedisputewill be
resolved with less friction. And the FTAs with Bolivia as well as with
MERCOSURand other Latin American countrieshave contributedto a spirit
which hasenabledChile to considerBolivia’s requestfor accessto theseamore
positively.

Another reasonfor forming FTAs with countriesof the region hasbeenthe
perceivedneedfor enhancinginternationalpolitical legitimacyafter the military
regime was replaced(Hachette,2000). As for governance,entering into FTA
agreementswith the US and the EU may help strengthenChile’s democratic
institutions. Note also that a democratic form of governmentis a required
condition for associationwith MERCOSUR.

b. Credibility

Chile hassignedFTAs with CentralAmericanandAndeanPactcountriesand
with Cuba. Since Chile’s credibility with respectto its economicpolicies is
higherthanthatof thesecountries,theseagreementsareunlikely to contributeto
Chile’s policy credibility. They may even harm credibility becauseof the
departurefrom uniform tariffs.

By signinga FTA with MERCOSUR,Chile becamemoreclosely integrated
with thatbody.3 Becausetheeconomiesof its membercountriesaresignificantly
more volatile than those of Chile’s other main trading partners, a closer
integrationwith MERCOSURshouldraisethe degreeto which this volatility is
transmittedto Chile’s economy.This is likely to becostlybecauseit complicates
the productionandexportplansof Chileanexporters.

3 Exportsto MERCOSURgrewby 162percentduring1990–2000,or 43 percentfasterthantotal
exports.Importsfrom MERCOSURoverthesameperiodgrewby 286percent,or closeto twice as
fast astotal imports.
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Non-tariff measureshavebeenincreasingfor sometime in MERCOSURand
haveunderminedthelevelandsecurityof thebloc’s internalfreetrade(Berlinski,
2000)andof Chile’s accessto MERCOSURmarkets.Theseproblemsgenerate
additionalcostsfor Chileanexporters(andfor MERCOSURcountriesexporting
to Argentina) and further reduceMERCOSUR’s already depletedcredibility.
GivenArgentina’smacroeconomicinstability andtheuncertaintywith respectto
its tradepolicy, it is clear that Chile’s credibility would havebeenhurt much
more deeply if it had integratedmore closely with MERCOSURby forming a
customsunion with it.

On theotherhand,anagreementwith theUS or theEU is expectedto provide
somecredibility benefits.By signinga FTA with theUS or theEU, Chile is likely
to be morewidely perceivedasbelongingto a selectclub of countries.This may
improve its ability to borrow abroadand may result in a decline in its cost of
capital.However,given Chile’s high level of internationaleconomiccredibility,
its borrowingcostsarealreadyvery low (its countryrisk premiumon international
financial marketsis 2.5 percent),andwhethera FTA with theUS or theEU will
in fact result in a lower costof capital,andto what extent,is unclear.

Somechaptersof the proposedUS agreementmay alsoserveto raisepolicy
credibility, including the one relating to investment.Chile is very open with
regardto foreigninvestment:thereis no minimum(maximum)national(foreign)
ownershiprequirement,no discrimination in establishment(national treatment
applies),and no protectionof national culture (no minimum time for national
programmes on the radioor TV). But thoughChile is very openin theseaswell
asotherareas(includinginternationaltransportandtelecommunications),foreign
investorsonly haverecourseto Chileancourtsto settleanydisputesandsomeof
theseissuesarenotcodifiedinto law. Theseproblemsareexpectedto beresolved
in the investmentchapterof the FTA with the US. With a bilateral investment
treaty betweenthe US and Chile, US investorswill also have recourseto the
InternationalCentrefor the Settlementof InvestmentDisputes(ICSID).

An investmentagreementexistsamongLatin Americancountries(Acuerdode
Protección y Promoción deInversión (APPI) in Spanish)thatallowsaccessto the
ICSID. However,an agreementwith the US providing strongerguaranteesis
likely to bebeneficial,especiallyif theinvestmentchapternegotiatedwith theUS
becomesa model for the FTA of the Americas (FTAA), becauseChile has
importantinvestmentsin the region.

c. IssuesRegardingContingentProtectionand Tariffs

Chile recently passedlegislation on safeguards.Thesewere applied to sugar,
vegetableoils and milk. With the increasein the boundtariff at the WTO, sugar
remains highly protected.The vegetableoils safeguardis no longer effective
becauseof the loopholewith respectto oil mixesin Chile’s FTA with Bolivia. And
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the milk safeguardis no longer in effect due to the increasein the world price.
However,thoughthesesafeguardsno longerapply,this maynot reflecta changein
the authorities’policy stance.The safeguardinstrumentremainson the booksand
can thus be usedat any time. In fact, there has beendiscussionconcerningthe
introduction of safeguardsfor manufacturingproductssuchassteelandlighters.

Chile has long benefitedfrom its policy of uniform tariffs. This policy has
several well-known advantages.It sets effective protection the same for all
sectorsat the nominal protectionrate. It is simple, clear and transparent,and
thereforereducesbusinesscostsand the temptationfor discretion(corruption).
Finally, it reducesthe costof the customsadministration.

However,a policy of uniform tariffs hasanotherimportantbenefit,namelyto
turn tradepolicy into a ‘public good’. Becausea sectorlobbying for protection
undera uniform tariff policy receivesonly a smallpartof theexpectedbenefitof
raising the uniform tariff – with mostbenefitsgoing to other import-competing
sectors– it has little incentive to lobby and will prefer to free ride on other
sectors’lobbyingefforts.But sinceall sectorshavesimilar incentives,thegeneral
free riding resultsin a low level of lobbying. Thus, undersucha policy rule,
raisingtariffs in responseto privatesectorlobbying is unlikely.4

This benefitdoesnot obtainwhenpolicy instrumentsareprivatised,asis the
casewith safeguardswhereone sectorcan lobby independentlyof othersand
captureall of thebenefitsobtainedthroughits lobbyingefforts.This is apowerful
argumentfor maintaininga uniform tariff policy, and for staying away from
contingentprotectionandother‘new’ formsof protection.5 Thenumberof annual
complaintspresentedto theCentralBankof Chile (in orderto obtainsomeform
of protection)averaged31 in 1981–85,14.4 in 1986–90,5.6 in 1991–95,1.7 in
1996–98and4.3 in 1999–2001(Schiff, 2002).Thus,the numberof complaints
fell over the period1981–98,andthenincreasedagainstartingin 1999,the year
whenthe law with respectto safeguardswaspassed.

Chile hasbeengraduallyloweringits uniformMFN tariff (to ascheduled6 per
centin 2003),andthis is likely to contributefurtherto its policy credibility. It has
boundits tariffs at theWTO at 25 percentfor mostproductsandat 31.5percent
for a few. As noted earlier, Chile recently requestedthe WTO to permit an
increasein its bindingon sugar.A problemhereis thatbindingat ratesabovethe
appliedtariffs doesnot helpChile’s credibility, andtheincreasein theboundrate
for sugaris positively harmful on its own merits.

Chile should take advantageof the WTO to support its unilateral trade
liberalisation efforts. Binding all tariffs at their applied (uniform MFN tariff)

4 Uniform tariffs mayberaisedby theauthoritiesin extremesituations,suchasoccurredin Chile in
the early 1980sin order to dealwith the largecurrentaccountdeficit.
5 Theseinclude technical,sanitaryandphytosanitaryinstruments,whenusedwith a protectionist
intent. For instance,Chile’s non-standardmethodof gradingmeathasled ArgentineandUS beef
producersto complainthat this measurerepresentsa technicalbarrier to trade(Fischer,2002).
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rates,including the sugartariff, andrenouncingthe useof contingentprotection
and other non-tariff protection measures,would significantly raise Chile’s
credibility by restoringMFN tariff uniformity andby ensuringthatprotectionfor
specific sectorswould not be raised in the future. It would also generate
additionalbenefitsthat areexaminedin later sections.

d. ThePolitical Economyof FTAswith the US and EU

Chile is negotiatingFTAswith theUSandtheEU. Themostimportantsectors
for Chile in thesenegotiationsare thosebasedon renewablenatural resources,
includingfruits, vegetables,forestry,fisheries,andelaborationsof theseproducts.
This is so for two reasons.First, Chile has a comparativeadvantagein these
sectors.Their exportshavebeengrowing fasterthanexportsin generalin recent
yearsand are likely to have strong growth potential for sometime to come.
Second,thoseproductsfacethehighesttradebarriersin exportmarkets,including
tariff escalationandtariff peaksof up to 17 per centin the US, seasonalquotas,
phytosanitary barriersandanti-dumpingmeasures(e.g.,for salmon).6

In this context,protectionof import-competing agricultureis likely to weaken
Chile’s negotiatingpositionwith the US andthe EU. Wheatandwheatflour are
protectedby a price band, and these products are of direct interest to US
exporters.Sugaris now highly protected,thoughthis shouldnot beof concernto
the US, which is itself a sugarimporter.7 If Chile is unwilling to liberalise its
import-competing agriculturewith respectto imports from its prospectiveFTA
partners,it will bemoredifficult to arguefor improvedmarketaccessfor Chile’s
agricultural exports. Thus, protection of agriculture not only hurts welfare
directly but mayalsohurt theprospectsof oneof themostdynamicsectorsof the
economy.

Politically sustainableRIAs are typically trade diverting (Hirschman,1981;
and Grossmanand Helpman,1994), and an exchangeof exceptionsis usually
negotiatedfor sectorswith the greatestpotentialfor tradecreation.Chile should
avoid such an outcomein its FTAs with the US and the EU by offering to
eliminatethepricebandexceptionin exchangefor a removalby theFTA partners
of their tradebarrierson Chile’s agriculturalexportsandotherexportsbasedon
renewablenaturalresources.

By bindingits tariffs at theWTO at theapplieduniform MFN tariff raterather
thanat higherrates,Chile will strengthenits negotiatingpositionin its FTAswith
the US and the EU. Thosepartnerswill no longer be able to counterChile’s

6 Mining is obviouslyan importantexportsectoraswell. However,it is lessimportantin termsof
negotiationsbecauseit faceslow tradebarriersand it is less likely to grow at high ratesin the
future.
7 However,it hascomplicatedmatterswith Brazil.
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requestsfor improvedmarketaccessfor its agriculturalexportsby arguingthat,
just asChileanauthoritiesrespondto their import-competingagriculturallobbies,
they must taketheir own lobbiesinto account.

TheUS hasa FTA with CanadaandMexico (NAFTA) aswell aswith Israel.
Chile is the first countryin SouthAmericato undertakenegotiationwith theUS
of a FTA that eventually could becomethe Free Trade Agreementof the
Americas (FTAA). This raises the question of whether early entry into an
agreementis beneficialor costly.Theorytellsusthatbeingamongthefirst to join
shouldbe beneficial becauseas more countriesjoin, excludedcountriessuffer
from increasedtradediversionandarethuswilling to paymoreto join the RIA.

Moreover,theUS administrationis eagerfor theFTAA to moveforward,and
any problemsor failure in the negotiationswith Chile is likely to provide a
negative signal to other Latin American countries that expect to enter into
negotiationsin the future. This might provide Chile with some increasein
bargainingpower.

On the otherhand,wherea small countrynegotiatesasthe first memberof a
RIA with a largercountryor ‘hegemon’,negotiationsarelikely to besubjectto a
‘demonstration’ effect and a ‘precedent’effect, both of which go in the other
direction.The hegemonis likely to act ‘tough’ in its negotiationwith its early
partnersin order to demonstratetoughnessto future partnersand to be able to
negotiate better conditions with them. Similarly, the US may want to set
precedentsthat may be of usein future negotiations.US negotiatorsaresaid to
have told their Chilean counterpartsthat they want a chapteron government
procurementincludedin the agreement.This is not becausethey areconcerned
with Chile’s policy, which is very openin this area,but becausethey want to
establisha precedentfor the FTAA negotiationsthat will take place with the
largercountriesof theregion.Thesamephenomenonseemsto hold with respect
to the chapter on intellectual property rights, in which the US is pursuing
standardswell exceedingthoserequiredby WTO membership.

e. StaticWelfareEffect

Harrison,Rutherfordand Tarr (1997) have examinedthe effect of Chilean
FTAs with MERCOSURand NAFTA using a computablegeneralequilibrium
(CGE) model.The studyusesthe level of uniform tariffs prevailingat the time,
namely 11 per cent, as its basecase.The authorsalso provide results for a
uniform tariff of 6 per cent, the level that will prevail in 2003. The authors
simulatetheeffectswith variouselasticitiesof substitution,andreportedhereare
the resultswith centralelasticities.8

8 The resultswith othervaluesfor the elasticitiesarequalitatively the samein general.
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Chile losesby forming a FTA with MERCOSURandlosesmoreby forming a
customsunionwith MERCOSUR.However,whenits uniform tariff equals6 per
cent,Chile gainsmodestlyfrom a FTA with MERCOSUR.On the other hand,
Chile gainsfrom a FTA with NAFTA, whetherits uniform tariff is 11 percentor
6 percent,thoughin the latter casethebenefit is about80 percentlarger.Chile
actually losesfrom a FTA with NAFTA if its marketaccessdoesnot improve.
Themain reasonfor thedifferencein resultsbetweentheFTA with NAFTA and
with MERCOSURis thehigh level of protectionandtariff escalationin NAFTA
for the specificproductsthat matterto Chile, suchasfruits, vegetablesandfish
products.

MERCOSURraisedits commonexternaltariff (CET) from an averageof 12
percentto 15 percentin responseto theAsiancrisis,makingpreferentialaccess
to MERCOSURmoreattractivefor Chile.With Chile’s uniform tariff level equal
to 6 percentin 2003andassumingMERCOSURmaintainsanaverageCETof 15
per cent,Chile shouldbenefit from its FTA with MERCOSURaswell.

There is somequestionas to whetherChile can hope for improved market
accessin the US, a critical issue.With an economyof lessthanoneper centof
thatof theUS,Chile haslittle bargainingpowerandit is possiblethatUS lobbies
will preventimprovedmarketaccessfor Chile’s exportsof productsbasedon
renewablenatural resources.Similarly, the protectionof agriculture is almost
sacrosanctin the EU. The EU also hasa privileged relationshipwith the ACP
(Africa, CaribbeanandPacific)countriesthatenjoypreferentialaccessto theEU
market.Consequently,it is likely that negotiationswith the EU will be difficult
regardingChile’sability to obtainimprovedaccessfor its agriculturalexportsand
otherexportsbasedon renewablenaturalresourcesin EU markets.

As for FTAs with Central American and Andeancountries,Fischer(2001)
arguesthat most of them have had little effect, either becausetrade is not
significantor becausetheexceptionscoversucha largeshareof theitemstraded.
Moreover, exceptionstypically occur in products where potential for trade
creationexists.Thus, the items on which exceptionsare not imposedare more
likely to be tradediverting, which shouldresult in a loss for theseFTAs as a
whole.

With Chile undertaking all these existing and prospective FTAs in its
hemisphereand with the EU and EFTA, Asia remainsthe only major trading
region with whom Chile has not signed or is not negotiatingan agreement.
Forminga FTA with themajorAsiantradingpartnersshouldprovidestaticgains
for two reasons.First, on theexportsideit will improveChile’s marketaccessto
theseeconomies;and second,on the import side Chile will have lowered its
preferentialtariff to all its majortradingpartners,with aneffectsimilar to thatof
unilateraltradeliberalisation.It will alsoprovidedynamicbenefitsasis discussed
below. With respectto improvedmarketaccess,China’saccessionto the WTO
will result in an opening up of its economy. Chile has recently signed a
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phytosanitary agreementwith China, and this is likely to generateimportant
benefitsin the future. Also, Chile is expectedto restartFTA negotiationswith
Korea. It may be importantalso to enter into FTA negotiationswith the other
largeAsian economies,particularlywith Japan.

f. IntellectualPropertyRights

In its FTA with Chile, theUS is expectedto go beyondthemultilateralTRIPS
(Trade Related Intellectual Property Rights) agreement,both in terms of
substanceandtimetable.This could be costly for Chile in the shortandmedium
term, and also in the long term unless Chile becomesa large producer of
intellectualproductsandservices.In 1991,Chilepassedanewlaw onpatentsand
protectionof intellectualproperty.However,theUS alsowantspatentprotection
for the periodbefore1991.

The area of greatestconcern is pharmaceuticals, where Chile producesa
varietyof genericproductsandsellsthemat low pricewithout payingroyaltiesto
foreignpatentholders.Enforcementof intellectualpropertyrights in a FTA with
theUSwill resultin a directoutwardtransferandin anincreasein healthcostsin
Chile. This may especiallyhurt low-income consumers.The sameis likely to
occur in the FTA with the EU andEFTA.

A studyfrom CIADE of theUniversityof Chilecalculatedthecostfor Chileof
conforming to the WTO’s TRIPS agreement(a bill which is presentlybefore
Chile’s Congress)andconcludesthat it would result in a 75 per centincreasein
thecostof medicines.Not all studiesshowsuchlargeincreases,butgiventhatthe
US is planningto go beyondtheTRIPSagreementin its FTA with Chile, thecost
of the latter to low-incomeconsumersis likely to be significant.Onereasonthe
costof medicineswill risesomuchseemsto bethataspectsof thebill nowbefore
Chile’s CongressexceedChile’s commitmentto the WTO.

In recent years, some developing countries have obtained discounts on
importantanti-HIV medicinesby threateningto allow domesticmanufacturersto
producethe drug. For instance,Brazil hassuccessfullyusedthis strategywith
Merck andRoche,two big drug companies.The US threateneda similar move
andgot Bayerto provideCipro,anantibioticagainstanthrax,for closeto half the
prior price (The Economist, 27 October,2001). It is worth nothing that, even
thoughfewer thantwentyanthraxcasesoccurredin theUS, it did not hesitateto
challengea valid patent.

In fact, India, Brazil and others have called for change in the TRIPS
agreement.For instance,note that developingcountriesthat do not have the
capacityto producegenericswill haveto import themfrom othercountries,an
issuethatmayprovedifficult underTRIPSrules.TheUS seemsfirm in wanting
to limit use of such imports. For thosewho do have the capacity to produce
generics,a separatedeclarationat theDohaMinisterial on theTRIPsAgreement
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hasclarified thatMembershavetheright to grantcompulsorylicencesin thearea
of pharmaceuticals andthat theyhavethe freedomto determinethegroundupon
which suchlicencesare granted.This (and other provisionsin the declaration)
clarifies severalambiguitieswith respectto flexibilities availablein the TRIPS
Agreement,andshouldstrengthenChile’s position in its FTA negotiations.

Finally, in the long run, if Chile becomesan importantproducerof intellectual
goodsandservices,it shouldgainfrom strongerlawsandbetterenforcement.In this
context,Luthria andFikkert (2001)obtainedestimatesof theprivatevalueof patent
protectionin 12 different technologysectorsboth beforeandafter India weakened
its intellectual property regime in the 1970s.They found that the weakerregime
resultedin a 23 per centdrop in the privatevalueof patentprotection.

g. Rulesof Origin

No empiricalstudyof theadministrativecostsof rulesof origin (ROO)exists
for Chile. Theadministrativecostof ROOhasbeenestimatedat threeto five per
cent of the f.o.b. value of imports for EFTA (Herin, 1986). How do Chile’s
potentialcostscompareto theseestimates?First, thecostof ROOis likely to rise
with the numberof FTAs. As describedabove,Chile has signedFTAs with
MERCOSUR, Canada,theCentralAmericanandAndeanPactcountries,theEU,
Mexico, and Cuba,and it expectsto sign one with the US in the near future.
Assumeconservativelythatthis issuedoesnot affectChile’s administrativeROO
costsrelativeto thoseestimatedfor EFTA. Second,theneedto controlfor origin,
in order to determinewhetheror not to provide preferenceto goodsimported
from partnercountries,falls asthe level of tariffs declines.The lower the tariffs,
thesmallerthegainsfrom tradedeflectionandthesmallerthenumberof products
for which tradedeflectionis beneficial.With Chile’s uniform tariff expectedto
decreaseto six percentby 2003,thecostof ROOis expectedto decreaseaswell.

Thus,assumethat costsfor Chile arelower thanthoseestimatedfor EFTA in
1986 and amountto two per cent of the value of imports.9 Even at this small
percentagethecostsarenot negligible.Basedon import valuesfor theyear2000,
theestimatedannualcostsamountto someUS$285million for importsfrom the
countriesor regionswith which Chile alreadyhasa FTA or is negotiatingone.
Thesecosts rise to about $331 million if the principal Asian countries are
included.The marginalcost of the FTA with the US is estimatedat about$66
million, with the EU at about$45 million, with Japanat $14 million, andwith
Koreaat $10 million. Thesecalculationsassumea constantmarginalcost,even
thoughit probablyrisesasthe numberof FTAs increases.Thesecostsmay also
increasein the future dueto importsrising with economicgrowth.

9 Available dataon Chile’s importsarec.i.f. ratherthanf.o.b., so that calculationsbasedon those
valueswould somewhatoverstatethe costof ROO.
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Notethattheadministrativecostsonly representpartof thecostof ROO.Even
if tariffs were completelyeliminated,other costswould remain, including the
costsof the additionaltradediversioncausedby ROOandthecostfor exporters
of proving origin whenexportingto marketsof partnercountries.On the other
hand,administrativecostscould be reducedif Chile were to lower its uniform
MFN tariff yet more.

h. DisputeSettlementMechanism

An important aspectof negotiatinga RIA is the establishmentof a dispute
settlementmechanism(DSM). Agreementstypically do not cover all possible
aspectsof bilateraltraderelationsin full detailandtheyarenot ableto anticipate
all potentialfutureeventsthatmayoccur.Consequently,DSMsareestablishedto
dealwith disputesthat may arise.

DSMs typically increaseconfidence in the security of market accessof
membercountriesbecausethey now havea mechanismto resolvedisputesthat
wasnot availablepreviously.The effectivenessof a DSM – andthe trust of the
variouspartiesin it – dependson how it is designed,theauthoritygivento it, the
relativepowerof RIA members,andother factors.

Without havinganyspecificinformationaboutit, onemight speculatethat the
DSM in the FTA betweenChile and the US might be modelledafter the one
negotiatedbetweentheUS andMexico. In this context,it is worth noting that in
its tradedisputeswith theUS,Mexico hasnot alwaysturnedto NAFTA’s DSM.
Rather,it has(successfully)turnedto the WTO’s DSM becauseit felt that its
chanceswerebetterthere.

i. Foreign Direct Investment

The FTA with the US is likely to raise FDI flows to Chile. There are three
reasonsto expectthis. First, therewill be improvedaccess,presumablysignificant,
to the US market.Second,the investmentchapterin the agreementwill provide
greater guaranteesto foreign investors. Third, the FTA should enhancethe
credibility of Chile’s policy regime and reduce the country’s international
borrowingcosts.The last factor is perhapsthe mostspeculativeand its benefit, if
any,would be the reductionin the costof fundsratherthanany increasein FDI.

A similar FTA with the EU is also likely to raiseFDI. Moreover,by raising
policy credibility, adecisionto bind tariffs at theappliedMFN rateof six percent
in 2003ratherthanat the presentboundrates,could also raiseFDI flows. Still
further, it shouldreduceFDI flows going into import-competing sectorsbecause
thesecould no longerexpectfuture increasesin protection.Sucha development
would probablyraisewelfarebecausemuchtariff-jumping FDI locatescapitalin
inefficient sectors.
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j. Growth and KnowledgeDiffusion

Chile is unlikely to absorb much knowledge from its FTAs with Latin
Americancountries.In fact, knowledgeabsorptionandproductivity growthmay
have beenaffectednegativelybecausetheseagreementsled to a reductionin
tradewith OECD countries(becauseof tradediversioneffects)andthus in less
knowledgeabsorptionthan in the absenceof theseagreements.10

Guidotti (2001)andYeats(1998)havearguedthat the protectionofferedby
MERCOSURhasled Argentinato increaseproductionof low-qualitygoodsto be
exportedto Brazil thatcannotcompeteon theworld market.Consequently, when
Brazil devalued,Argentinawas unableto redirect its output towardsthe world
market, and this exacerbatedthe negative impact of Brazil’s devaluationon
Argentina’seconomy.

This situationmayapply to Chile aswell. For instance,13 percentof Chile’s
exportsto Argentinain 1999consistedof machineandautoparts.Chile hasno
comparativeadvantagein the production of auto parts and exports them to
Argentinaonly becauseof its preferentialaccessto that market.Similarly, Chile
exportsaeroplaneandhelicopterpartsto Brazil (amountingto threeper centof
total exports to Brazil in 1999). While theseactivities provide static welfare
gains,theymakeChile moredependenton theMERCOSUReconomiesandless
ableto respondto economicfluctuationsthereby redirectingexports.They also
mayreduceproductivitygrowthby reducingChile’s exposureto thecompetitive
pressuresof world markets.

One effect of forming FTAs with the US and the EU shouldbe to increase
tradewith theseregionsandto reducetradewith Latin Americancountries.This
will raisethe degreeof knowledgeabsorptionand the contestabilityof Chile’s
market,bothof which shouldraiseproductivitygrowth.On theotherhand,these
agreementswill alsoreducetradewith AsiancountriessuchasJapanandtheEast
Asian Tigers (Hong Kong, Korea, Singapore,Taiwan) who produce large
amountsof R&D and technologicalinnovations.It was arguedearlier that for
static welfare reasonsit is important for Chile to enter into FTAs with Asian
countries.Thelogic in this sectionarguesthat it is importantfor dynamicreasons
aswell.

k. Standards

The FTAs with the US and the EU may require someside agreementson
labour and environmentalstandards.It is beyond the scopeof this study to
examineChile’s labourandenvironmentallaws in any detail (with someminor

10 Schiff et al. (2002)find that theSouthlearnsmorethroughtradefrom theNorth thanfrom other
countriesof the South.
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exceptionsasnotedbelow).Sanitaryandphytosanitarystandardsarelikely to be
ontheagendafor negotiationof theFTAswith theUSandtheEU. Thissectionis
limited to a few generalpoints that I believe should be kept in mind when
assessingthe impactof suchagreements.

The optimal level of a voluntary standarddependson its costsand benefits,
andthat level thereforevarieswith the level of income.A standardthat may be
optimal for a rich country may not be optimal for a poor one. For instance,
requirementson foodpackagingmight raisecoststo sucha point asto makefood
unaffordable to manyin poorcountries.Similarly, a standardthatprohibitschild
labourmight meanstarvationfor manydevelopingcountryfarmers.Thus,a FTA
betweena developedanddevelopingcountry that includesrequirementsby the
former that variousstandardsbe upgradedmay reducethe latter’s welfare.

On theotherhand,existingstandardsin thedevelopingcountrymaybebelow
their optimal level. For instance, the laws may be adequatebut not their
enforcement, possibly due to asymmetric information and agency problems.
Firms – the agents– have better information on their own actions than the
authorities– the principal. Another problemis asymmetricpower, in that firm
managementmaybestrongerthanlabourin determininghow the rulesareto be
implemented. Misala and Romaguera(forthcoming)find that at a formal level,
Chile’s labourlegislationis on a parwith thatof the US, but that Chile needsto
ensurecompliancewith its own labourlaws.11 The authorsstatethat the biggest
problemsoccur in remotelocationsand in sectorswith difficult access,suchas
forestryandfarm fishing, wheresupervisionis hardest.12

The laws themselvesmay be inadequate.This too may be dueto asymmetric
information (the authoritiesmay not know how bad things are) or becauseof
lobbying or lack of information (the costs of higher standardsmay be
concentrated in a few firms while the benefitsare diffused or not well known,
resultingin little counter-lobbying).

In the caseof either sub-optimalstandardsor sub-optimalenforcement,if a
FTA generateshigherstandardsor improvedenforcement,welfaremay increase.
This dependson the standardsthat are agreedupon. If the FTA leads the
developingcountrycloserto its ownoptimum,it will gain.On theotherhand,the
negotiatedstandardmay be excessivelyhigh for the developingcountry. This
typically occurs when the developedcountry usesmandatorystandardsas a
meansof raisingproductioncostsin the developingcountryandasa meansof
protectingits own industry.An exampleof the latter effect of a phytosanitary

11 They arguethat compliancevariesbetweensectors,firms andsubcontractors,andrecommend
that in order to improve compliance,firms be maderesponsiblefor security and other labour
problemsof their subcontractors.
12 In theseareas,labourunionsseemto havemadeallianceswith their counterpartsin theUS (and
Canada),so that US negotiatorsare sometimesbetterinformed on non-compliancein Chile than
Chileanones.
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standardis provided in Otsuki et al. (2001). They show that, relative to
internationalstandards,implementationof the EU’s new aflatoxin standardwill
cut African exportsof nuts,cerealsanddried fruits to the EU by 64 per cent.It
probablywould lower theEU’s welfareaswell becausethestandardwould raise
costsfor EU consumerswhile the reductionin healthrisks would be minimal.

FTAs have attempted to place WTO principles of non-discrimination,
transparency, and so on into standardsagreements.For instance, NAFTA
includes WTO principles in the technical barriers to trade (TBT) and SPS
Agreements,andalsoensuresthatgoodscanbetestedandcertified in anyof the
three marketsand circulate with one certificate. Chile would benefit from a
similar agreementon standards.13

l. Price Bandsand RelatedPrice-raisingMechanisms

Pricebandsexist for sugar,wheat,wheatflour andoil seeds.Thedesignof the
price bandsis suchas to reduceprice variability and raiseaverageprices.The
reasonfor thelatteris thatpricereductions(by loweringtariffs whenworld prices
arehigh) arelimited by the low anddecreasinglevel of the uniform MFN tariff,
while price increases(when world pricesare low, as is currently the case)are
‘limited’ by the muchhigher tariff bindingsat the WTO. Bindingsat the WTO
are 31.5 per cent for wheatand 98 per cent for sugar,while the MFN tariff is
currently7 per cent.

Thepricebandsarethusprotectionist(andtheir protectionisteffectrisesasthe
uniform MFN tariff falls). This raisesproductioncostsfor breadandotherflour-
basedproductsand for all productsthat use sugaras an input, including soft
drinks andcandyproducts.Thus,the bandshavea negativeimpacton welfare.
Onejustification for thepricebandsexpressedby thewheatandsugarindustries
is to protectemployment.However,the price bandshavethe oppositeeffect in
the industriesthat usewheat(or wheatflour) andsugarasinputs.Thus,the net
employmenteffect is ambiguousa priori .

Another argument is that the price bands and related policies cannot be
eliminatedbecauseoutputis concentratedin a few regionsof Chile thathaveno
substitute agricultural products and no alternative forms of employment.
However,removingprotectionshouldresultin lower landprices,which is likely
to makesomealternativeactivities profitable.Farmersin neighbouringregions
may find it attractive to use the cheaperland for production.Further, some
investorsare alreadyexperimentingwith alternatives.For instance,tulip bulbs
havebeenplantedexperimentally in theregionof Osornoandthereturnhasbeen
extremelyhigh.

13 For moreon the useof standardsfor development,seeWilson (2001).For more on tradeand
standards,seeHufbaueret al. (2001).
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Finally, theextentto whichsmallfarmersarehelpedby theprotectionpolicy is
opento question.For instance,Chile’s sugarpolicy, including its priceband,has
beenfoundby Galetovic(2001aand2001b)to beof little helpto smallsugarbeet
producers.Farmswith lessthanfive hectaresreceivelessthanfour percentof the
transfersto producersandlessthanonepercentof the total transfers.Moreover,
thepolicy is regressive.Fischer(2000)found that the poorerconsumerslosethe
most,for theshareof the lowestincomequintile spenton sugaris over12 times
higher than that of the first quintile. The policy also entails large transfersto
foreigncapitalbecauseIANSA, thesugarmonopsony,receivessome48 percent
of the transferwhile 51 per cent of IANSA is ownedby foreign capital. This
entails an additional welfare cost, over and above the traditional cost of
protection.In fact, Schiff (2002)estimatesthat transfersto IANSA areabout20
per cent larger than transfersto all sugarbeetproducersandare larger than the
cost to the poorestconsumers.Moreover, 76 cents are transferredto foreign
capital for eachdollar of tariff revenuethe governmentcollects.

5. CONCLUSIONSAND RECOMMENDATIONS

Chile is closeto signinga FTA with the US. Thoughstudiesseemto indicate
that Chile shouldbenefit from it, and thoughdynamicproductivity gainsfrom
increasedcompetitionandknowledgeabsorptionare likely to be important,the
benefitsultimatelywill dependcrucially on thedegreeto which Chile’s accessto
USmarketsimproves,on thecostof implementingtheintellectualpropertyrights
agreement,andonthecostof enforcingtherulesof origin. Similarpointsapplyto
FTAswith theEU andEFTA. Staticanddynamicbenefitsaremoredoubtfulwith
respectto FTAs with MERCOSUR and Central American and Andean Pact
countries.

The main region left out of this processto date is Asia. Therefore,it is
advisablethat Chile startnegotiationson FTAs with Asian countriesassoonas
possible.A first step in this direction is the recentsigning of a phytosanitary
agreementwith China and the decisionto renew negotiationson a FTA with
Korea.

Chile will increasethebenefits(or reducethe losses)of its existingandfuture
regionalagreementsby lowering its uniform MFN tariff beyondthe level of six
per cent in 2003.This will also provide the benefitsof unilateral liberalisation
andlower thecostof administeringrulesof origin. Chile would alsobenefitfrom
bindingall its tariffs at theappliedMFN uniform tariff rate,includingsugar,and
shouldrefrainfrom usingnon-tariff tradebarriersfor protectionistpurposes.This
mayrequirecompensationto producersof price-bandproducts(sugarandwheat)
to makethe reform politically feasible.
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